CORPORATIONS

A CoMMENT ON THE SEC’s SHAREHOLDER ACCESS PROPOSAL

By StEPHEN M. BAINBRIDGE*

I. Introduction

The Securities and Exchange Commission (SEC, or
the “Commission”) recently proposed a dramatic shakeup
in the process by which corporate directors are elected.'
At present, the director nomination machinery is under
the control of the incumbent board of directors. When it
is time to elect directors, the incumbent board nominates
a slate, which is then put forward on the company’s proxy
statement. Because the SEC’s shareholder-proposal rule
cannot be used to nominate directors,> a shareholder who
wishes to nominate directors is obliged to incur the con-
siderable expense of conducting a proxy contest to elect
a slate in opposition to that put forward by the incum-
bents. This is the situation the SEC proposes to change.
If adopted, proposed new Rule 14a-11 would permit share-
holders, upon the occurrence of certain specified events
and subject to various restrictions, to have their nomi-
nees placed on the company’s proxy statement and bal-
lot. A shareholder-nominated director thus could be
elected to the board in a fashion quite similar to the way
shareholder-sponsored proposals are now put to a share-
holder vote under SEC Rule 14a-8.3

Part II of this commentary discusses the proposal’s
main points and identifies several significant interpreta-
tive issues raised by it. Part III addresses whether the
SEC has authority to adopt Rule 14a-11, as proposed.
Finally, Part IV addresses the proposal’s cost and ben-
efits.

I1. An Overview
A. The Proposal

As proposed, Rule 14a-11 contemplates a two-step
process stretching over two election cycles. Under the
rule, a shareholder may place his or her nominee on the
corporation’s proxy card and statement if one of two trig-
gering events occurs:

1. A shareholder proposal is made under Rule
14a-8 to authorize shareholder nominations,
which is then approved by the holders of a
majority of the outstanding shares at a meet-
ing of the shareholders; or

2. Shareholders representing at least 35% of
the votes withhold authority on their proxy
cards for their shares to be voted in favor of
any director nominated by the incumbent
board of directors.

At the next annual meeting of the shareholders at
which directors are to be elected, sharcholder nominees
would be included in the company’s proxy statement and

ballot.* As proposed, the SEC contemplates that the trig-
gering event could occur during the proxy season begin-
ning in January 2004.

Not all shareholders would be entitled to make use
of the nomination process, however. Only shareholders
satisfying four criteria would have access to the
company’s proxy materials; namely, a shareholder or
group of shareholders who:

1. beneficially own more than 5% of the
company’s voting stock and have held the
requisite number of shares continuously for
at least two years as of the date of the nomi-
nation,

2. state an intent to continue owning the req-
uisite number of securities through the date
of the relevant shareholders meeting,

3. are eligible to report their holdings on
Schedule 13G rather than Schedule 13D, and
4. have filed a Schedule 13G before their nomi-
nation is submitted to the corporation.’

Because the eligibility requirements for use of
Schedule 13G include a disclaimer of intent to seek con-
trol of the corporation,® proposed Rule 14a-11 suppos-
edly will not become a tool for corporate acquisitions.

Data reported in the SEC’s proposing release sug-
gest that 42% of registered issuers already have at least
one shareholder who would be able to make use of Rule
14a-11,7 although one must wonder how many of those
companies are already de facto controlled by that share-
holder. If most are, the key issue with respect to how
often Rule 14a-11 will be used in practice is not how many
corporations already have one or more large sharehold-
ers, but rather how many have a handful of institutional
investors, each owning perhaps 1% of the company’s
shares, who would band together to form the requisite

group.

The number of nominees who may be put forward
by a qualifying shareholder depends on the number of
board positions. A company whose board consists of
eight or fewer directors would be required to include one
security holder nominee. A company with a board of di-
rectors having more than eight but fewer than twenty
members would be obliged to include two shareholder
nominees. A company with twenty or more board mem-
bers would be obliged to allow three nominees to be in-
cluded on the proxy materials. Where the terms of the
board members are staggered, the relevant consideration
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is the size of the board as a whole rather than the size of
the class to be elected in that year.

In order for an individual to be eligible to be nomi-
nated, that individual must satisfy the applicable stock
exchange definition of independence from the company.
To avoid the use of surrogate director nominees by the
incumbents, there can be no agreement between the nomi-
nee or nominating group and the company. Perhaps more
surprising, however, the proposal also contemplates that
the nominee will satisfy a number of independence crite-
ria (e.g., no family or employment relationships) vis-a-vis
the nominating shareholder or group. The SEC clearly is
concerned that the proposal would be used to put for-
ward special-interest directors who would not represent
the shareholders as a whole but only the narrow interests
of those who nominated them.

As with Rule 14a-8, the nominating shareholder
would be allowed to include a supporting statement of up
to 500 words. In order to broadly solicit proxies in favor
of the nominee, however, the shareholder would either
have to qualify for one of the limited solicitation exemp-
tions® or conduct a proxy contest with his or her own
proxy statement.

B. The Possible Third Trigger

In addition to the two triggering events incorpo-
rated into the rule as proposed, the SEC solicited com-
ments on a possible third triggering event with three cri-
teria:

[A] A security holder proposal submitted pur-
suant to Exchange Act Rule 14a-8, other than
a direct access security holder proposal,” was
submitted for a vote of security holders at an
annual meeting by a security holder or group
of security holders that held more than 1% of
the company’s securities entitled to vote on
the proposal for one year and provided evi-
dence of such holdings to the company;

[B] The security holder proposal received
more than 50% of the votes cast on that pro-
posal; and

[C] The board of directors of the company
failed to implement the proposal by the 120th
day prior to the date that the company mailed
its proxy materials for the [subsequent] an-
nual meeting.'”

As the SEC acknowledged, adopting this trigger
would invite time-consuming disputes on such minutiae
as whether the board failed to implement the proposal.

There is a more fundamental flaw with this third
trigger, however. State corporate law provides that the
key player in the statutory decisionmaking structure is

the corporation’s board directors.!" As the Delaware code
puts it, the corporation’s business and affairs “shall be
managed by or under the direction of a board of direc-
tors.”'> The vast majority of corporate decisions accord-
ingly are made by the board of directors alone (or by
managers acting under delegated authority). Sharehold-
ers essentially have no power to initiate corporate action
and, moreover, are entitled to approve or disapprove only
a very few board actions. The statutory decisionmaking
model thus is one in which the board acts and sharehold-
ers, at most, react.

The proposed trigger shifts that balance of power
in favor of the shareholders. At present, the vast majority
of shareholder proposals under SEC Rule 14a-8 must be
phrased as recommendations rather than as directives to
the board.!® If a precatory proposal passes but the board
of directors decides after due deliberation not to accept
the shareholders’ recommendation, the board’s decision
currently is protected by the business judgment rule.
Hence, the board’s power of direction is insulated from
being trumped by the shareholders.

To be sure, the proposed trigger would not man-
date that boards implement precatory proposals. It would,
however, ratchet up the pressure on boards to accede to
shareholder proposals even when the board in the exer-
cise of its business judgment believes the proposal to be
unwise. As we shall see, if adopted, Rule 14a-11 would
impose significant direct and indirect costs on the corpo-
ration. In order to avoid a shareholder nomination con-
test, the board therefore might implement a proposal it
deems unsound.

C. Relationship to State Law and a Possible Opt-Out

As proposed, Rule 14a-11 applies only to those cor-
porations whose shareholders have a state-law right to
nominate candidates for election to the board:

[T]he security holder nomination procedure
would be available unless applicable state law
prohibits the company’s security holders from
nominating a candidate or candidates for elec-
tion as a director. If state law permits compa-
nies incorporated in that state to prohibit se-
curity holder nominations through provisions
in companies’ articles of incorporation or by-
laws, the proposed procedure would not be
available to security holders of a company
that had included validly such a provision in
its governing instruments.'

In effect, where state law permits, corporations thus
would be permitted to opt out by adopting appropriate
charter or bylaw provisions."

Does state law permit the necessary opt-out provi-
sion? Delaware law has a fairly strong streak of freedom
of contract. As Vice Chancellor Leo Strine explained in a
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recent decision, Harrah’s Entertainment, Inc. v. JCC
Holding Co.,'* a corporation may opt out of the default
voting—and nominating—rules of state law, provided it
does so clearly and unambiguously:

When a corporate charter is alleged to con-
tain a restriction on the fundamental electoral
rights of stockholders under default provi-
sions of law—such as the right of a majority
of the shares to elect new directors or enact a
charter amendment—it has been said that the
restriction must be “clear and unambiguous”
to be enforceable.”

Vice Chancellor Strine’s opinion in Harrah's thus
suggests an affirmative answer to the question of whether
the required opt-out provision is authorized by state law,
albeit with qualifications:

Because of the obvious importance of the
nomination right in our system of corporate
governance, Delaware courts have been re-
luctant to approve measures that impede the
ability of stockholders to nominate candidates.
Put simply, Delaware law recognizes that the
“right of shareholders to participate in the
voting process includes the right to nominate
an opposing slate.” And, “the unadorned right
to cast a ballot in a contest for [corporate]
office ... is meaningless without the right to
participate in selecting the contestants. As
the nominating process circumscribes the
range of choice to be made, it is a fundamen-
tal and outcome-determinative step in the elec-
tion of officeholders. To allow for voting while
maintaining a closed selection process thus
renders the former an empty exercise.”!®

Because restrictions on shareholder voting rights,
such as a departure from the one share-one vote norm,
must be in the articles of incorporation, per DGCL § 212, it
would be advisable to include any restriction on share-
holder nominations in the articles rather than the bylaws."
For existing companies, getting the shareholders to ap-
prove a charter amendment banning sharecholder nomina-
tions will probably be difficult; few firms likely would
even try to buck the inevitable bad press and institu-
tional investor complaints. Assuming the rule goes
through in present form, however, it will be interesting to
see how many IPOs include such a provision.

Another wrinkle is suggested by the 1990 takeover
fight between BTR plc, a U.K. holding company, and
Norton Co., a Massachusetts corporation. Norton’s in-
cumbent managers wanted to classify their board of di-
rectors as a takeover defense, but knew they had neither
the time nor the shareholder support to get approval of
an amendment to their articles. Norton’s managers there-
fore went to the Massachusetts legislature, which passed

H.B. 5556, which classified, by operation of law, the
boards of directors of all Massachusetts corporations
having a class of securities registered under the federal
Securities Exchange Act.?° As proposed, Rule 14a-11
seems vulnerable to just such a blanket state exemption.
Alternatively, a state presumably could also undermine
Rule 14a-11 by providing for three year director terms,
for example, rather than the current one-year default.?!

D. The Relationship with Rule 14a-8

Corporations currently must expend considerable
sums on shareholder proposals under Rule 14a-8. Accord-
ing to the SEC’s own figures, the cost per company of
determining whether or not a 14a-8 proposal should be
included in the proxy statement is $37,000, and the direct
cost per company of including a proposal is $50,000.?
ISS tracked 1,042 shareholder proposals in the 2003 proxy
season.?® Assuming that corporations seek to exclude all
proposals, which implies a cost of $87,000 per proposal,
we can estimate total annual expenditures on shareholder
proposals at $90,654,000.%

If corporations are to be allowed to opt-out of Rule
14a-11, why should they not also be allowed to opt out of
Rule 14a-8? The shareholder-proposal rule has become
an increasingly costly mechanism by which social activ-
ists, unions, and public pension fund managers hijack
the corporate proxy statement as a soapbox for multiple
proposals that often have little to do with shareholder
welfare. Granted, there is increasing use of the rule for
what purport to be governance proposals, but do the ben-
efits justify the costs? If it makes sense to let firms opt
out of Rule 14a-11, there is no good reason to forbid them
from doing so with respect to Rule 14a-8.

At the very least, the SEC should consider allowing
corporations to exclude precatory shareholder proposals
in any election cycle in which Rule 14a-11 has been trig-
gered. Precatory proposals cost a small fraction of what
Rule 14a-11 will cost, of course, but their costs still amount
to a considerable sum.? If shareholders want to put cor-
porations to the expense of a contested director election,
perhaps they should be obliged to forego putting the
corporation to the added expense of dealing with preca-
tory proposals.

I11. Does the SEC have the Requisite Authority?

Section 14(a) of the Securities Exchange Act of 1934
is the basic federal proxy statute.?® It is not self-execut-
ing, however. Instead, Section 14(a) merely prohibits so-
licitation of proxies unless the solicitor complies with the
proxy rules promulgated by the SEC.

The SEC has long claimed that the rulemaking au-
thority granted it by Section 14(a) sweeps very broadly.
In July 1988, the Commission made its most dramatic as-
sertion to date of authority under Section 14(a) by adopt-
ing Rule 19¢-4.”” Rule 19¢-4 amended the rules of the self-
regulatory organizations to prohibit an issuer’s equity
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securities from being listed on national securities ex-
changes or on NASDAQ if the issuer issued securities or
took other corporate action nullifying, restricting, or dis-
parately reducing the voting rights of existing sharehold-
ers. The rule was intended to restrict the ability of U.S.
corporations to adopt dual-class stock plans in which
different classes of voting stock have disparate voting
rights. In June 1990, the United States Court of Appeals
for the District of Columbia invalidated Rule 19¢-4 on the
grounds that the Commission had exceeded the statutory
authority delegated to it by Congress.?® In doing so, the
court sharply limited the SEC’s Section 14(a) powers over
substantive aspects of shareholder voting.

In defending Rule 19c¢-4, the SEC advanced its
longstanding view that Exchange Act Section 14(a) was
intended to promote corporate democracy. In striking
down Rule 19¢-4, however, the D.C. Circuit adopted a much
narrower view of Section 14(a)’s purposes. According to
the court, federal proxy regulation has two principal goals.
First, and foremost, it regulates the disclosures share-
holders receive when they are asked to vote. Second, it
regulates the procedures by which proxy solicitations are
conducted. Section 14(a)’s purposes thus do not include
regulating substantive aspects of shareholder voting.
While confirming that the SEC has extensive authority to
adopt rules assuring full disclosure and fair solicitation
procedures, the Business Roundtable decision thus also
drew a critical distinction between substantive and pro-
cedural regulation of shareholder voting. As to the former,
the SEC has little, if any, authority.

The court’s Business Roundtable decision recog-
nized the “murky area between substance and procedure,”
in which rules may resist classification. Nonetheless, the
opinion offers a few signposts by which the validity of
Rule 14a-11 can be resolved. In particular, consider the
distinction the court drew between Rule 19¢c-4 and Rule
14a-4(b)(2)’s requirement that proxies give shareholders
an opportunity to withhold authority to vote for indi-
vidual director nominees. In the court’s view, the latter
“bars a kind of electoral tying arrangement, and may be
supportable as a control over management’s power to set
the voting agenda, or, slightly more broadly, voting pro-
cedures,” while “Rule 19¢-4 much more directly interferes
with the substance of what shareholders may enact.”?

On which side of the line does Rule 14a-11 fall? In
an article I wrote on 19c¢-4, I concluded that the share-
holder-proposal rule would pass muster under the Busi-
ness Roundtable approach.’® Absent Rule 14a-8, share-
holders have no practical means of initiating action in the
voting process or otherwise affecting the agenda. As such,
I argued, Rule 14a-8 presumably is supportable “as a con-
trol over management’s power to set the voting agenda.”!
Director-nomination rules would seem to fall into that cat-
egory as well.

IV. Costs versus Benefits

The SEC contends that Rule 14a-11 is necessary to
remove “barriers to meaningful participation in the proxy
process” and to address “concern over corporate scan-
dals and the accountability of corporate directors.”*? In
my view, however, the benefits the proposal offers in these
areas are quite modest at best, and are likely to be out-
weighed by the costs imposed by the rule.

A. Direct Costs

What will Rule 14a-11 cost affected corporations?
A review of proxy contests in a late-1980s survey found
that insurgents spent an average of $1.8 million and in-
cumbents an average of $4.4 million.*® Proxy contest costs
almost certainly are much higher today, but for the sake
of conservatism I have used the late-1980s data as a
baseline. Assume that a company faces a Rule 14a-11 con-
tested director election every three years. Assume fur-
ther that a Rule 14a-11 contested election costs one-third
what a full proxy contest costs. On those assumptions,
each public corporation would face annualized costs of
about $500,000. Using the 10,000 actively traded U.S. com-
panies in the Compustat database as a proxy for the num-
ber of companies potentially subject to Rule 14a-11, we
can estimate an aggregate annual cost of $5 billion. Ad-
mittedly, this analysis likely overestimates both the num-
ber of contests and the cost of each contest.

An alternative estimate could use the annual cost
of Rule 14a-8 shareholder proposals as a baseline. Recall
that, according to the SEC’s own figures, the cost per
company of including a shareholder proposal in the proxy
statement is $87,000. Also recall that ISS tracked 1,042
shareholder proposals at public corporations during the
2003 proxy season, which gives us total annual corporate
expenditures on shareholder proposals of $90,654,000.
Granted, it is unlikely there will be as many Rule 14a-11
election contests as Rule 14a-8 shareholder proposals.
On the other hand, incumbent boards likely will spend
considerably more on opposing each Rule 14a-11 contest
than on opposing a Rule 14a-8 shareholder proposal. As
such, $100 million may not be a bad estimate for the lower
boundary of the range within which Rule 14a-11’s direct
costs will fall.

B. The Costs and Benefits of Promoting Shareholder
Democracy

As noted, a chief claimed benefit of Rule 14a-11 is
its contribution to shareholder democracy. U.S. corpo-
rate law, however, is far more accurately described as a
system of director primacy than one of shareholder pri-
macy.** As Berle and Means famously demonstrated, U.S.
public corporations are characterized by a separation of
ownership and control. The firm’s nominal owners, the
shareholders, exercise virtually no control over either day-
to-day operations or long-term policy.*® Instead, control
is vested in the hands of professional managers, who
typically own only a small portion of the firm’s shares.
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Some commentators have argued for reducing the
extent to which ownership and control are separated by
promoting shareholder democracy, a goal the SEC has
advanced to justify Rule 14a-11. Most of these scholars
acknowledge that the rational apathy of small individual
shareholders precludes such investors from playing an
active role in corporate governance, even setting aside
the various legal impediments to shareholder activism.
Instead, these scholars focus on institutional investors,
such as pension and mutual funds.®®

As the theory goes, institutional investors will be-
have quite differently from dispersed individual inves-
tors. Because they own large blocks, and have an incen-
tive to develop specialized expertise in making and moni-
toring investments, institutional investors could play a
far more active role in corporate governance than dis-
persed shareholders. Institutional investors holding large
blocks thus have more power to hold management ac-
countable for actions that do not promote sharcholder
welfare. Their greater access to firm information, coupled
with their concentrated voting power, might enable them
to more actively monitor the firm’s performance and to
make changes in the board’s composition when perfor-
mance lags.

There is relatively little evidence that institutional
investor activism has mattered, however. Large blocks
held by a single institution remain rare, as few U.S. corpo-
rations have any institutional shareholders who own more
than 5-10% of their stock.* Even the most active institu-
tional investors spend only trifling amounts on corporate
governance activism. Institutions devote little effort to
monitoring management; to the contrary, they typically
disclaim the ability or desire to decide company-specific
policy questions.*® They rarely conduct proxy solicita-
tions or put forward shareholder proposals.*! Not sur-
prisingly, empirical studies of U.S. institutional investor
activism have found “no strong evidence of a correlation
between firm performance and percentage of shares owned
by institutions.”*

Some former advocates of institutional investor ac-
tivism have therefore retreated to the more modest claim
that “it’s hard to be against institutional investor activ-
ism.”* Yet, even this last revisionist redoubt fails to ad-
equately acknowledge that the purported benefits of in-
stitutional control, if any, may come at too high a cost. As
even one of the most prominent proponents of institu-
tional investor activism conceded, for example, there is
good evidence that bank control of the securities markets
has harmed Japanese and German economies by imped-
ing the development of new businesses.*

Because we are concerned with the governance of
large publicly held corporations, however, this essay fo-
cuses on a different concern: the risk that institutional
investors may abuse their control by self-dealing and
other forms of over-reaching. In his important study of

institutional ownership, Mark Roe contended that large-
block holders can improve firm performance by personi-
fying the shareholder community.** He argued that loy-
alty to real people may be a better motivator than loyalty
to an abstract collection of small shareholders.*® The
trouble, of course, is that the interests of large and small
investors often differ.*” If the board becomes more be-
holden to the interests of large shareholders, it may be-
come less concerned with the welfare of smaller inves-
tors.

Let us assume, however, that interests of individual
and institutional investors are congruent. As I have ar-
gued elsewhere in detail,*® institutional investor activism
would still be undesirable if the separation of ownership
and control mandated by U.S. law has substantial effi-
ciency benefits. Berle and Means, of course, believed
that the separation of ownership and control was both a
departure from historical norms and a serious economic
problem.* They likely were wrong on the former score,
although that is a question beyond the scope of this es-
say.”® As to the latter, the separation of ownership and
control is a highly efficient solution to the decisionmaking
problems faced by large corporations.

Kenneth Arrow’s work on organizational
decisionmaking identified two basic decisionmaking
mechanisms: “consensus” and “authority.”! Consensus
is utilized where each member of the organization has
identical information and interests, which facilitates col-
lective decisionmaking. In contrast, authority-based
decisionmaking structures arise where team members have
different interests and amounts of information. Because
collective decisionmaking is impracticable in such set-
tings, authority-based structures are characterized by the
existence of a central agency to which all relevant infor-
mation is transmitted and which is empowered to make
decisions binding on the whole.*?

The modern public corporation precisely fits Arrow’s
model of an authority-based decisionmaking structure.
Shareholders have neither the information nor the incen-
tives necessary to make sound decisions on either opera-
tional or policy questions. Overcoming the collective-ac-
tion problems that prevent meaningful shareholder in-
volvement would be difficult and costly. Rather, share-
holders will prefer to irrevocably delegate decisionmaking
authority to some smaller group. Separating ownership
and control by vesting decisionmaking authority in a cen-
tralized entity distinct from the shareholders is thus what
makes the large public corporation feasible.

To be sure, this separation results in the well-known
agency-cost problem. Agency costs, however, are the in-
evitable consequence of vesting discretion in someone
other than the shareholders. We could substantially re-
duce, if not eliminate, agency costs by eliminating discre-
tion; that we do not do so suggests that discretion has
substantial virtues. A complete theory of the firm thus
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requires one to balance the virtues of discretion against
the need to require that discretion be used responsibly.
Neither discretion nor accountability can be ignored, be-
cause both promote values essential to the survival of
business organizations. Unfortunately, however, they also
are antithetical—at some point, one cannot have more of
one without also having less of the other. This is so be-
cause the power to hold to account is ultimately the power
to decide. As Kenneth Arrow explained:

[Accountability mechanisms] must be capable
of correcting errors but should not be such as
to destroy the genuine values of authority.
Clearly, a sufficiently strict and continuous
organ of [accountability] can easily amount
to a denial of authority. If every decision of A
is to be reviewed by B, then all we have really
is a shift in the locus of authority from A to B
and hence no solution to the original prob-
lem.>

Hence, directors cannot be held accountable with-
out undermining their discretionary authority. Establish-
ing the proper mix of discretion and accountability thus
emerges as the central corporate governance question.

The root economic argument against shareholder
activism thus becomes apparent. Large-scale investor in-
volvement in corporate decisionmaking seems likely to
disrupt the very mechanism that makes the public corpo-
ration practicable: the centralization of essentially non-
reviewable decisionmaking authority in the board of di-
rectors. The chief economic virtue of the public corpora-
tion is not that it permits the aggregation of large capital
pools, as some have suggested, but rather that it pro-
vides a hierarchical decisionmaking structure well suited
to the problem of operating a large business enterprise
with numerous employees, managers, shareholders, credi-
tors, and other inputs. In such a firm, someone must be in
charge: “Under conditions of widely dispersed informa-
tion and the need for speed in decisions, authoritative
control at the tactical level is essential for success.”*
While Roe argues that shareholder activism “differs, at
least in form, from completely shifting authority from man-
agers to” institutions,> it is in fact a difference in form
only. Shareholder activism necessarily contemplates that
institutions will review management decisions, step in
when management performance falters, and exercise vot-
ing control to effect a change in policy or personnel. For
the reasons identified above, giving institutions this
power of review differs little from giving them the power
to make management decisions in the first place. Even
though institutional investors probably would not
micromanage portfolio corporations, vesting them with
the power to review major decisions inevitably shifts some
portion of the board’s authority to them.

Given the significant virtues of discretion, one
ought not lightly interfere with management or the board’s

decisionmaking authority in the name of accountability.
Preservation of managerial discretion should always be
the null hypothesis. The separation of ownership and
control mandated by U.S. corporate law has precisely that
effect. To the extent Rule 14a-11 empowers shareholders
to review board decisions, it weakens the very founda-
tion of U.S. corporate law: the principle of director pri-
macy.

C. The Effect on Board Governance

A proponent of Rule 14a-11 likely would respond
that the rule does not give shareholders the power to
reverse board decisions, but only a power to replace one
board member.>® Fair enough, but there are sound rea-
sons to believe that Rule 14a-11 would lead to worse rather
than better corporate governance. The problem is that
introduction of a shareholder representative is likely to
trigger a reduction in board effectiveness.

The impact of a shareholder right to elect board
members on the effectiveness of the board’s
decisionmaking processes will be analogous to that of
cumulative voting. Granted, some firms might benefit from
the presence of skeptical outsider viewpoints. It is well-
accepted, however, that cumulative voting tends to pro-
mote adversarial relations between the majority and the
minority representative. The likelihood that cumulative
voting will results in affectional conflict rather than cog-
nitive conflict’’ thus leaves one doubtful as to whether
firms actually benefit from minority representation.

The likelihood of disruption of effective board pro-
cesses is confirmed by the experience of German firms
with codetermination.’® German managers sometimes de-
prive the supervisory board of information, because they
do not want the supervisory board’s employee members
to learn it. Alternatively, the board’s real work is done in
committees or de facto rump caucuses from which em-
ployee representatives are excluded. As a result, while
codetermination raises the costs of decisionmaking, it
seemingly does not have a positive effect on substantive
decisionmaking.®

The likely effect of electing a shareholder represen-
tative therefore will not be better governance. It will be an
increase in affectional conflict (as opposed to the more
useful cognitive conflict). It will be a reduction in the
trust-based relationships that cause horizontal monitor-
ing within the board to provide effective constraints on
agency costs. It will be the use of pre-meeting caucuses
and a reduction in information flows to the board. A chief
indirect cost of Rule 14a-11 therefore will be less effective
governance.

Conclusion

History teaches that market bubbles are fertile
ground for fraud. Cheats abounded during the Dutch tu-
lip-bulb mania of the 1630s. The South Sea Company,
which was at the center of the English stock market bubble
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in the early 1700s, was itself a pyramid scheme. No one
should have been surprised that fraudsters and cheats
were to be found when we started turning over the rocks
in the rubble left behind when the stock market bubble
burst in 2000.

Corporate scandals are always good news for big-
government types. After every bubble bursts, going all
the way back to the South Sea Bubble, a slew of new laws
have been enacted. Why? There is nothing a politician or
regulator wants more than to persuade angry investors
that he or she is “doing something” and being “aggres-
sive” in rooting out corporate fraud.

Hence, it was entirely predictable that the shenani-
gans at Enron, WorldCom, et al., coming after several years
of steady decline in the stock market, would lead to regu-
lation. Yet, how quickly we forget. Remember what Ronald
Reagan said: “The nine most terrifying words in the En-
glish language are: ‘I’m from the government and I’m here
to help.””

Like a cook who throws spaghetti at the wall to see
if it’s done, legislators and regulators have been throw-
ing a lot of new rules at corporations to see what sticks:
Sarbanes-Oxley, numerous SEC regulations, California’s
onerous corporate disclosure act, New York Attorney
General Spitzer’s settlement with the analyst community,
and countless law suits and indictments. Unlike the cook,
who stops when the spaghetti is done, the lawmakers
just keep throwing things at corporations without stop-
ping to ask whether enough is enough.

The costs of all this regulatory activity are begin-
ning to mount up. Some companies, for example, will in-
cur 20,000 staff hours to comply with just one SEC new
rule — a rule the SEC estimated would require only 383
staff hours per firm.® According to a study by Foley
Lardner, “[s]enior management of public middle market
companies expect costs directly associated with being
public to increase by almost 100% as a result of corporate
governance compliance and increased disclosure as a re-
sult of the Sarbanes-Oxley Act of 2002 (SOX), new SEC
regulations and changes to [stock] exchange listing re-
quirements.”®" If adopted, the SEC’s shareholder access
proposal would significantly add to that regulatory bur-
den.

If the SEC could figure out a way to limit the pro-
posal to situations in which the board is clearly dysfunc-
tional, these concerns might be less important. The prob-
lem is that the SEC is letting the tail wag the dog. The
evidence strongly suggests that most companies are well-
managed. As the Wall Street Journal explained:

The economy and stock market have per-
formed better in recent years than any other
on earth. “How can we have done marvelously

[economist Bengt] Holmstrom asks. If the bulk
of American executives were stealing from
shareholders and financial markets were
rigged, they reason, then capital would flow
to the wrong places and productivity wouldn’t
be surging.®

The SEC’s rules apply to all public corporations,
however, whether their internal governance is good, bad,
or just indifferent. As currently drafted, nothing in either
trigger limits the rule to the Enrons of the world. If enough
shareholders are disgruntled, for whatever reason, they
can force a vote. This makes no sense. The point of all
these reforms, supposedly, is to restore investor confi-
dence by ensuring good corporate governance. But if
firms are well-managed, why put them to the expense and
bother of a sharcholder nomination contest?

*Stephen M. Bainbridge is a Professor at UCLA School of
Law.
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